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Tax Problems Incident To the Disposition of Real Estate
III
PROBLEMS OF DISPOSITION OF CORPORATE OWNED REAL ESTATE
AND COLLAPSIBLE PARTNERSHIP PROVISIONS
Norman A. Sugarman
DISPOSITION OF CORPORATE OWNED REAL ESTATE

The disposition of real estate owned by a corporation may involve the use of one of several procedures commonly employed in
the disposition of corporate assets. Hence, the tax treatment of
such dispositions brings into play rules of general application which
are not peculiar to a real estate situation. Although the adviser concerned with real estate should
be acquainted with these rules
of general application, a deTHE AUTHOR (A.B., 1938, Western Reserve
tailed discussion of them
University, LL.B., 1940, Western Reserve University) is a Cleveland attorney and former
Assistant Commissioner of Internal Revenue.

would go far afield from the
particular subject at hand,
and, hence, the present discussion will be limited to a broad outline of the available tax procedures.
In general, there are four basic methods for disposing of corporate
real estate which require consideration from a tax viewpoint: (1)
sale of stock; (2) sale of the property by a corporation with continuing activity; (3) disposition by a corporation in connection with
a liquidation; and (4) liquidation of the corporation followed by a
sale of the property by shareholders.
Sale of Stock
A sale of the stock of a corporation holding real estate may be
either a taxable sale or a nontaxable exchange of the stock for stock
of another corporation. Generally, where the sale of stock is made
for money or other property, capital gain or loss results to the seller,
dependent upon the seller's cost basis of his stock.' If the stock is to
be paid for in installments, and the payments received in the year of
sale do not exceed thirty per cent of the selling price, then the installment sale method may be used in reporting the gain,2 i.e., the proportionate amount of profit may be reported for tax purposes as each
1.
2.

INT. REv. CODE OF 1954, § 1001.
INT. REV. CODE OF 1954, § 453.
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payment is received (rather than reporting the entire expected profit
as gain at the time of the sale).
A nontaxable disposition of stock of a corporation holding real
estate is generally accomplished through a "reorganization," which
involves the exchange of stock for stock of another corporation in
which the shareholders disposing of their stock retain a continuity of
interest and meet certain statutory requirements of the Internal Revenue Code for a tax-free exchange.3 The advantage of such a taxfree disposition is that the shareholder pays no tax at the time of the
exchange. He may postpone any taxable gain until such time as he
sells the stock acquired in the exchange, or he may avoid any tax on
the appreciation in value of his stock (or the underlying real estate)
by holding the stock until his death.4
Sale of Property by a Corporation With
Continuing Activity
In general, similar choices of taxable or tax-free sales are available where the real estate itself is sold at the corporate level. Real
estate may be sold by the corporation in a taxable transaction, in
which gain or income will be reported at the time of the sale or postponed under the installment method. In such a case the rules applicable to the tax treatment of sales, as in the case of any other taxpayer, generally apply. This includes the determination of whether
capital gain or ordinary income is realized, based upon whether the
real estate sold is, on the one hand, a capital asset or property used
in the trade or business, or is, on the other hand, property held for
sale to customers in the ordinary course of business (i.e., inventory).5
A corporation may dispose of its real estate in a tax-free procedure where the real estate is transferred to another corporation as a
part of a "reorganization." ' A corporation which adopts a plan of
complete liquidation may sell real estate tax-free in the course of that
liquidation if it satisfies certain specific requirements under section
337 of the Internal Revenue Code of 1954. This and related methods of dispositions on liquidation will be considered in detail later.
3. INT.REV. CODE OF 1954, § 368.
4. See INT. REv. CODE OF 1954, 5 1014 for basis (generally date of death value) acquired
by persons receiving property from a decedent.
5. Special attention must be given to the sale of rental property by a corporation where the
corporation's other principal sources of income are such items as interest, dividends, or royalties.
A corporation with such items of income, and which receives less than 50% of its income
from rent, may be classified, and subjected to additional tax, as a personal holding company.
INT. REv. CODE OF 1954, 55 541-47.
6. INT.REv. CODE OF 1954, 5 361. The tax-free disposition of real estate held for productive use or investment in an exchange for property of a like kind (5 1031), and the tax-free
disposition of real estate under an involuntary conversion (5 1033) are covered by other articles
in this issue of the Review. See pp. 207-21.
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Disposition by a Corporation in Connection With
a Liquidation
The disposition of real estate in connection with the liquidation
of a corporation involves a number of complex tax problems. In approaching these, consideration shall first be given to the underlying
rules as to the tax treatment of liquidations.
Rules Generally Jpplicable to Liquidation
In general, under the tax law, where a corporation distributes
property in complete or partial liquidation, no gain or loss is recognized to the corporation and the property received by the stockholder
is treated as in exchange (i.e., as if on a sale) for his stock.7 However, where property is distributed in a partial liquidation, special
care must be taken to avoid the transaction's being treated as a distribution in the nature of a dividend (i.e., taxable as ordinary income). Where a corporation, which has been engaged in the real
estate business and in another business, undergoes a contraction
whereby it terminates its real estate business, it may distribute the
proceeds of such terminated business, and any assets connected therewith, in a partial liquidation which will be recognized as giving rise
to capital gain to the stockholders; but the statutory provisions relating to a distribution of property must be carefully followed to
avoid dividend treatment.'
As previously stated, the general rule is that on a distribution in
complete or partial liquidation there is no tax to the corporation on
the distribution of real estate, even though the real estate has appreciated in value. 9 However, there are important exceptions involving related assets. Thus, where a corporation has sold real estate
on the installment basis and has postponed the payment of tax under
the installment method of accounting, the full amount of the unpaid
installment obligation must be reported as gain or income in the year
of liquidation.' 0 The Service has also taken the position that in the
year of liquidation of a corporation, any amount in the corporation's
reserve for bad debts must be returned and reported as income, at
least to the extent of the tax benefit derived from the prior deductions for additions to the reserve." Other potential sources of unexpected income upon liquidation of the corporation are previously
unreported receivables, and the appreciation in property which, al7. INT. REv. CODE Ov 1954, 5§ 336, 331.
8. See INT. REV. CODE OF 1954, §§ 346, 302.
9. INT. REV. CODE Op 1954, § 336.

§

453 (d).

10.

INT. REV. CODE OF 1954,

11.

Rev. Rul. 482, 1957-2 Ctm. BuLL. 49.
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though distributed in connection with the liquidation, is paid to creditors. 2
From the viewpoint of the shareholder receiving property on the
liquidation of a corporation, the general rule is that the shareholder
has gain or loss as on the sale of stock.' 3 In determining such gain
or loss, there is included the value of any installment obligations distributed by the corporation in the liquidation. Inasmuch as the shareholder reports a gain on liquidation determined with reference to the
value of the property received on the liquidation, the shareholder
takes such value as his new cost basis for the property so received. 14
This is particularly important where depreciable property is received
on the liquidation because it enables the shareholder, generally at the
price of paying a capital gains tax, to obtain a new (stepped-up)
basis for depreciation which will result in greater depreciation deductions against ordinary income. However, precautions must also be
taken from the shareholder's viewpoint that in the event the corporation is obligated to the shareholder, such obligation is cancelled prior
to the liquidation, lest any property distributed on liquidation be
treated as giving rise to ordinary income to the shareholder as, for
example, on the payment of back-salary or interest. 15
Tax-free Liquidation of a Subsidiary CorporationInto a
Parent Corporation

Where the corporation owning real estate is a subsidiary of another corporation, the liquidation of the real estate corporation into
the parent corporation may be accomplished on a tax-free basis if the
parent corporation has control (generally, eighty per cent of the
stock) ."' In such a case there is no gain or loss realized either to the
liquidating corporation or the parent corporation,' 7 including situations in which an installment obligation held by the subsidiary corporation is distributed to the parent corporation in the liquidation.',
Where the subsidiary corporation is indebted to the parent corporation, there is no gain realized by the subsidiary even though in the
course of the liquidation, the transfer of property discharges the indebtedness.' 9 However, the parent corporation may receive gain on
such a distribution where the indebtedness to the parent, paid in the
12. Floyd v. Scofield, 193 F.2d 594 (5th Cir. 1952); Jud Plumbing & Heating, Inc v. Commissioner, 153 F.2d 681 (5th Cir. 1946); Country Club Estates, Inc., 22 T.C. 1283 (1954);
Rev. RuL 255, 1953-2 Cum BULL. 10.
13. INT. REv. CODE OF 1954, § 331.
14. INT. REV. CODE OF 1954, § 334.
15. Bruce Forrester, 4 T.C. 907 (1945); cf. Fred A. Bartman, 10 B.T.A. 116 (1928).
16. See INT. Rnv. CODE OF 1954, § 368 (c).
17. INT. REv. CODE OF 1954, § 332.
18. INT. Rsv. CODE OF 1954, § 453 (d) (4).
19. INT. REV. CODE OF 1954, 5 332 (c).
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liquidation, exceeds the cost to the parent of property which it transferred to the subsidiary and which originally gave rise to the debt
(as where the subsidiary's obligation arose from the transfer to it
by the parent of appreciated real estate).20
In general, in the case of such a tax-free liquidation to a parent
corporation, the parent stands in the shoes of the subsidiary and takes
over the subsidiary's basis for depreciation of any depreciable property received in the liquidation. 2' However, there is a special rule
applicable in situations in which a parent corporation purchases
eighty per cent or more of the stock of another corporation in a
twelve-month period and causes the newly acquired subsidiary to
adopt a plan of liquidation within two years thereafter. In such a
case, the parent will take over the property of the subsidiary following the liquidation at a basis for depreciation reflecting the parent's
cost for the stock.2
In any such liquidation of a subsidiary corporation into a parent
corporation, the role of the minority shareholders, if any, must not
be ignored. Such a liquidation is not tax-free with respect to any
property received by the minority shareholders on the liquidation,
and as to them the general rules for gain on the liquidation apply.'
A new provision of the law eliminates an inequity which previously
existed where a subsidiary sold its property and then was liquidated
into its parent. In such a case, where the subsidiary pays a tax on the
sale of its property after adoption of its plan of liquidation, and it
would not have been required to pay such tax under section 337 but
for the fact that it was a subsidiary,24 then the minority shareholder,
in effect, is entitled to a credit against his tax on the liquidation on
account of the additional tax paid by the subsidiary on the sale of its
property.2 5
Special "One-Month Liquidations"
A special procedure is available, in connection with the liquidation
of a corporation, which is of particular interest in those cases in
which a corporation owns real estate and has realized comparatively
little or no earnings and profits.26 This special rule is contained in
section 333 of the Internal Revenue Code of 1954, and is applicable
to liquidations completed within one month. This rule was adopted
for, and is particularly applicable to cases in which property having
20. Treas. Reg. § 1.332-7 (1955). This presupposes, of course, that the parent corporation
did not report gain or income on the transfer. See INT. REV. CODE OF 1954, § 351.
21. INT.REV. CODE OF 1954, § 334(b) (1).
22. INT. REV. CODE OF 1954, 5 334(b) (2).
23. Treas. Reg. § 1.332-5 (1955).
24. INT. REv. CODE OF 1954, § 337 is not applicable where the liquidation (to a parent
corporation) is tax-free. See INT. REv. CODE OF 1954, § 337(c) (2) (A).
25. INT. REv. CODE OF 1954, § 337 (d).
26. INT. REV. CODE OF 1954, § 333.
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been placed in a corporation to hold title, and no operations having
occurred, it is then determined that no reason exists for continuation
of the corporation and that it would be more advantageous to have
the property held by the individual owners. In such a case, where
the requirements of section 333 are satisfied, the'law permits, in effect, a pass through of the property from the corporation to the
shareholders without any tax consequences. The statutory requirements include the making of an election by the shareholders to use
this special provision, the filing of the election with the Internal
Revenue Service, and the completion of the liquidation in a one-month
period. This provision of law, however, is highly technical and can
be a trap in some cases. 27 The principal advantage of this provision
is that no gain is recognized to the shareholders on the liquidation,
except to the extent of accumulated earnings and profits, and of cash,
stock, and securities (acquired after December 31, 1953) in excess
of the earnings and profits. In the case of an individual, such share
of earnings and profits is treated as a taxable dividend.
Sale of Property by the Corporation4fter Adoption of a Plan
of Liquidation - Section 337
As previously indicated under the general rules, where a corporation sells property and subsequently liquidates, there are two taxes
imposed, first at the corporate level on the sale, and second at the
stockholder level on the receipt of the corporate assets on liquidation. Section 337 of the Internal Revenue Code was adopted to
avoid this double tax where the sale is made by the corporation after
it has adopted a plan of liquidation. Under this provision, there is
no tax to the corporation on its sales of property if certain conditions are met; the tax to the shareholders receiving corporate assets
on liquidation, however, remains.
The conditions which must be met to receive favorable corporate
tax treatment under section 337 are:
(a) The corporation must adopt a plan of complete liquidation;
(b) The property to be disposed of tax-free must be sold within twelve
months after adoption of the plan; and
(c) Distributions in complete liquidation of the corporation must be
made within twelve months after adoption of the plan of liquidatIon.
If this procedure is followed, the principal benefit is that there
is no gain recognized to the corporation on sales made within twelve
months of adoption of the plan. There is also no gain to the corporation on the distribution by it of installment obligations received by
the corporation on any sale which qualifies as a tax-free sale under
27. See Raymond v. United States, P-H TAX CT. REP. & MEm. DEC. 5 59-5088 (6th Cir.
Aug. 4, 1959) (disadvantageous election made under mistake of law cannot be revoked).
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this provision. However, it should be noted that the shareholder receiving, on the liquidation, any installment obligation received by the
corporation must report the value of the obligation as part of the
shareholder's gain on the liquidation.2"
Despite the advantageous treatment under section 337, there are
certain limitations and problems in seeking to utilize this provision
which must be carefully explored before a corporation chooses it as
a method of disposing of its real estate. One problem is that the taxfree sales provision is applicable to inventory only where it is sold
to one person in one transaction. Thus, where there may be a question as to whether the real estate held by a corporation is inventory
or is a capital asset, and the only safe course is to sell the real estate
in bulk to one purchaser, this may result in a sacrifice of sales price
which will make the value of this statutory provision questionable.
Another limitation on the value of this provision is that it offers
no relief in the case of installment obligations held by the corporation
and acquired by it with respect to sales made prior to the adoption of
the plan of liquidation, or with respect to sales of inventory which
were not made in bulk to one person. In such cases the corporation
is taxable on the potential profit to be realized from the installment
obligations when the obligations are distributed, and the shareholders are again taxable when they receive the installment obligations in
the distribution on liquidation.
Moreover, there are practical difficulties to guard against in satisfying the requirements for sale and liquidation under this statutory
provision. For example, the liquidation must be completed within
one year after adoption of the plan of complete liquidation. As an
exception, assets may be retained by the corporation to meet claims,
but this exception involves difficult factual questions as to the nature
of the claims and the amount of assets to be retained. Moreover,
where it is difficult to convey title to real estate to numerous stockholders entitled to distribution on the liquidation of the corporation,
and it is desired to use a trustee to take title for the stockholders,
then it will be important that all steps be taken so that the liquidation
is nevertheless complete. The trust must not be merely a continuation of the corporation, and the trustee must receive the property on
behalf of and at the direction of the shareholders. Finally, section
337 is not applicable to the previously discussed "one-month liquidations,"' 29 to tax-free liquidations into a parent corporation, 30 or to
"collapsible corporations,' 1 which will be discussed in more detail
later.
28.
29.

30.
31.

INT. REV. CODE OF 1954, § 453 (d) (4) (B).
INT. REv. CODE OF 1954, § 333.
INT. REv. CODE OF 1954, § 332.
As defined in INT. REV. CODE OF 1954, § 341(b).

1960]

DISPOSITION OF REAL ESTATE

Liquidation of the CorporationFollowed by a Sale of the
Property by Stockholders
In a number of situations it may be advantageous to liquidate the
corporation first and then have the shareholders sell the property.
Where property can be sold only on the installment basis, liquidation of the corporation followed by sale of the property by the
shareholders, as provided by section 333, may be the most advantageous method of disposition of real estate. Ordinarily, an installment sale by the corporation will result in either the corporation being taxed on the installment obligation at the time of liquidation or
the shareholders being taxed on the receipt of the installment obligation upon distribution on liquidation. In either case, the tax must be
paid before the money is received. However, in appropriate circumstances, section 333 permits the shareholders to liquidate the corporation with little or no tax, and then to sell the property on the installment basis, electing to pay the tax on the installment sale only as the
cash payments are received.
The danger of a liquidation followed by a sale by shareholders
is that the sale may be imputed to the corporation and thereby give
rise to a tax to the corporation on the sale and a second tax to the
shareholders on the receipt of the property (or the proceeds of the
sale) in the liquidation. 2 Whether a sale is made by a corporation,
or by its shareholders after the liquidation of the corporation, is, of
course, a question of fact; whenever it is planned to sell property
following the liquidation it is necessary to examine and prepare for a
situation in which the subsequent sale can be ascribed only to the
shareholders and not to the corporation. In general, this requires
avoidance of negotiations or arrangements for sale by officers of the
corporation in their official capacity prior to the liquidation of the
corporation. Section 337 is intended to avoid controversy as to
whether the sale was by the corporation or by the shareholders, since
it will result in only one tax if the corporation makes the sale after
it adopts a plan of liquidation. Nevertheless, there are a number of
pitfalls in this provision and, accordingly, where it is not applicable
or it is not safe to use it,- it is necessary to take precautions to establish a record which will prevent the imposition of the tax on the corporation and clearly to substantiate that the sale was made by the
shareholders.
One of the advantages sometimes sought in connection with the
liquidation of a corporation owning improved real estate is to obtain
the benefits of a step-up in the basis for depreciation of the property
in the hands of the shareholders or another corporation to which they
32. Cumberland Public Service Co. v. United States, 338 U.S. 451 (1950); see Treas. Reg.
S 1.311-1(a) (1955).
33. Such as where a corporation is a "collapsible corporation' to which INT. REv. CODE OF
1954. 9 341 (a) aDnlies.
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may transfer it. This may be sought by the following steps: (a)
liquidation of the corporation, (b) payment by the shareholders of a
capital gains tax on the liquidation, and (c) transfer by the shareholders of the property to another corporation in a tax-free exchange
for stock.3 4 In such a case, the expectations are that the new
(stepped-up) basis for depreciation of the property will be available
to the new corporation.
This device has been a subject of controversy for many years.
The Internal Revenue Service, under the doctrine of "substance versus form," will sometimes treat such a liquidation and subsequent incorporation as a "step transaction," in which the steps will be disregarded if the net effect is a continuation of the same business under
substantially the same ownership. 5 Cases on this subject tend to go
off on their own facts, the principal question being whether or not the
subsequent transfer to the new corporation was a step which can be
treated as dependent upon the preceding liquidation.36 These situations generally will not result in any penalty if the liquidation and
subsequent reincorporation are treated merely as a continuation of
the old business, since there will only be the loss of the hoped for advantage of a step-up in basis for depreciation. However, if in the
liquidation, any property is retained by the shareholders rather than
transferred to the new corporation, and the transaction is nevertheless treated as a continuation of the business, then the property so
retained may be treated as a dividend3 7received in connection with a
reorganization, and taxed accordingly.
COLLAPSIBLE CORPORATIONS

Many of the preceding rules of general application as to the tax
consequences of disposing of real estate are subject to qualification
because of the possible impact of the rules under section 341 of the
Internal Revenue Code of 1954 relating to collapsible corporations.
The potential application of these special rules is so broad that it is a
safe generalization that no distribution should be made from a corporation owning real estate, or any stock of such a corporation sold, or
such a corporation liquidated, without first examining the provisions
of the Internal Revenue Code relating to collapsible corporations.
The reason is that section 341 treats as giving rise to ordinary income many such transactions which by all the general rules would
otherwise be regarded as giving rise only to capital gain. Such ordi34.

INT. REV. CODE OF 1954, § 334.
35. See Treas. Reg. § 1.331-1 (c) (1955).
36. Proceedings of CLEVELAND 1ST INST. ON FED. TAX (1958) in Tax Problems of Close
Corporations,10 WEST. RES L. REv. 106-09 (1959).
37. INT. REV. CODE OF 1954, § 356(a) (2). Walter L. Morgan, 33 T.C. No. 4 (Oct. 13,
1959) (distribution in liquidation not dividend, even though it resulted from sale of property
by corporation controlled by same stockholders).
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nary income treatment applies to gain on the sale of stock, on a distribution, or on a liquidation of a collapsible corporation. Moreover, the provisions of the law previously discussed with respect to
the special "one-month" liquidations and tax-free sales made after
adoption of a plan of liquidation (section 337), are generally not
available if a corporation is a collapsible corporation.
The general purpose and scheme of the collapsible corporation
provisions has been to tax shareholders as in the receipt of ordinary
income where they sought to avoid an ordinary income tax by putting
property in a corporation and then selling its stock as a capital asset,
or liquidating the corporation and paying only capital gains tax on
the appreciation.zs However, the statutory terms and the Service's
attitude toward the application of section 341 are such as to make
this section of the law a serious threat in many cases for which it was
not originally intended. Although the law has undergone some
changes in the nine years since the time of its original enactment in
1 9 5 0 ,'9

this discussion will be limited to the statute as it exists today,

which, except for an amendment in 1958, is substantially the same
form in which it has existed since the enactment of the Internal Revenue Code of 1954.
The statutory scheme is, in general, to treat the gain realized by
a shareholder on sale of his stock, on a distribution from the corporation, or on liquidation of the corporation as ordinary income if the
corporation was "formed or availed of" with a view to the sale of
stock or distribution of assets before realization by the corporation
of a "substantial part" of the taxable income to be derived from the
property. The statute applies where the requisite view and actions
existed with respect to the manufacture, construction, purchase, or
production of property, which property is commonly referred to as
"collapsible assets." This term is defined in the code40 in such a way
as to include real estate. Thus, collapsible assets may include (a)
improved property subject to depreciation, (b) real estate used in
the trade or business, and (c) real estate held for sale to customers
in the ordinary course of business. If such property, held by the
corporation, was constructed, produced, or purchased by the shareholder or the corporation, then the collapsible corporation provisions
are potentially applicable.
However, the tax under section 341 (a) is not applicable where
the gain is attributable to property held more than three years fol38. See H. R. REP. No. 2319, 81st Cong., 2d Sess. 57, 96 (1950), and S. REP. No. 2375,
81st Cong., 2d Sess. 45, 88 (1950), both pertaining to the Revenue Act of 1950, ch. 994,

64 Stat. 906.
39.

Originally enacted as INT. REv. CODE OF 1939, § 117(m), added by 64 Stat. 907

(1950), as amended, 65 Stat. 454 (1951) (now INT. REV. CODE OF 1954, § 341, as amended,

Technical Amendments Act of 1958, § 20, 72 Star. 1615).
40. INT.REv. CoDE oF 1954, § 341(b) (3).
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lowing manufacture, construction, production, or purchase. 4 Nevertheless, the term "construction" has been broadly interpreted by the
Internal Revenue Service and the courts so as to include actions that
would otherwise be considered as preliminary plans or arrangements
for construction." Thus, in determining whether the "three-year
rule" is available, as a safeguard, careful examination must be made
of events in the three-year period to be assured that no action has
taken place which might fall in the category of "construction."
A typical situation to which the statute was directed is that in
which a person engaged in the business of building houses for sale incorporates his business and then, prior to the realization by the corporation of income on the sale of the houses, sells the stock of the
corporation, or liquidates the corporation, and thereby translates potential ordinary income of the corporation into capital gain in the
hands of the shareholder. However, the code contains a presumption which makes the code applicable in a much broader category of
cases. The presumption is that a corporation is collapsible if the
fair market value of its collapsible assets is, in general, fifty per cent
or more of the fair market value of total assets and 120 per cent or
more of the adjusted basis of the collapsible assets. 43 Thus, theoretically at least, every corporation which has as its principal asset an
apartment building on which depreciation to any significant degree
has been taken, may be "presumed" to be a collapsible corporation,
because the 120 per cent test will be met. The presumption is rebuttable, but even in such a case in which it may be argued that the
statute was not intended to apply, the burden is on the taxpayer to
show why it should not apply. 44 This, of course, places a great responsibility on the Internal Revenue Service not to use the presumption arbitrarily or without resort to reason.
Thus far, practically all of the cases on this subject have involved
situations in which excess mortgage money was received from the construction of property under an FHA loan and the distribution or sale
of stock reflected the loan surplus. In all of these cases, the courts
have considered the loan surplus as evidence that the corporation was
formed or availed of with a view to the realization of gain by the
shareholders before the corporation obtained a substantial part of
the taxable income from the property.
Generally, the government
45
has been victorious in these cases.
41. Rev. Rul. 491, 1957-2 CUM. BULL. 232.
42. Abbott v. Commissioner, 258 F.2d 537 (3d Cir. 1958); Ellsworth J. Sterner, 32 T.C. No.
106 (Aug. 28, 1959); Leland D. Payne, 30 T.C. 1044 (1958), aff'd, 268 F.2d 617 (5th
Cir. 1959); Rev. Rul. 137, 1956-1 CUM. BULL. 178.
43. Treas. Reg. § 1.341-3 (1955).
44. Arthur Sorin, 29 T.C. 959 (1958), aff'd, 271 F.2d 741 (2d Cir. 1959).
45. Glickman v. Commissioner, 256 F.2d 108 (2d Cir. 1958); Burge v. Commissioner, 253
F.2d 765 (4th Cir. 1958); C.D. Spangler, 32 T.C. No. 67 (June 30, 1959); Max Mintz, 32
T.C. No. 61 (June 17, 1959); W. H. Weaver, 32 T.C. No. 40 (May 29, 1959); R. A. Bryan,
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Although these cases actually involve a comparatively narrow
factual situation, they are giving rise to precedents which may be applied in other situations. Under the Treasury Regulations, the intent, or the "requisite view," is generally to be determined at the time
of the construction, production, or purchase of the property. Where
it is claimed that the corporation is not a collapsible corporation, reasons derived from events which were not reasonably anticipated at
the time of the construction, production, or purchase must be advanced for the sale or distribution.4 6 However, in at least one decision, the court has indicated that a broader span may exist for dethat it is not limited to the period
termining the requisite intent, and
4 7
when the corporation is formed.

The heart of the statute is the intent to collapse the corporation
(or sell its stock) before the corporation has realized a "substantial
part" of the taxable income to be derived from the property. Although this would ordinarily be thought of as applicable to a corporation with appreciated inventory, the statute is so broad that it literally applies even in cases in which the assets of the corporation consist principally of improved property subject to depreciation, or of
real estate used in a trade or business, such as rental real estate. In
such a case it is difficult to perceive why the statute would impose a
requirement that a "substantial part" of the income to be derived
from the property be realized by the corporation in order to avoid
collapsible corporation treatment, since the ordinary income to be
realized would be primarily rental income, the total of which is practically impossible to estimate, or would be capital gain. However,
the courts have rejected the argument that the statute should be inapplicable because the income to be derived would be capital gain. 48
The requirement is more understandable in the case of a corporation engaged in the sale of real estate. For a while it appeared that
the Service had adopted an administrative practice to treat the receipt
of fifty per cent of the potential income to be derived from the property as the requisite "substantial part'; but the Service is now refusing to issue rulings on this matter. In a recent direct court test,
the Tax Court has approved one-third as satisfying the requisite
"substantial part" in the case of a corporation engaged in the sale of
32 T.C. No. 10 (Apr. 16, 1959); David Bass, P-H TAX CT. REP. & MEM. DEC. 5 59,003
(T.C. Jan. 14, 1959); Rose Sidney, 30 T.C. 1155 (1958), appeal filed, 2d Cir., Feb. 19, 1959;
Leland D. Payne, 30 T.C. 1044 (1958), aff'd, 268 F.2d 617 (5th Cir. 1959; Elizabeth M.
August, 30 T.C. 969 (1958), aff'd, 267 F.2d 829 (3d Cir. 1959); Arthur Sorin, 29 T.C. 959
(1958), aft'd, 271 F.2d 741 (2d Cir. 1959); Rev. Rul. 357, 1957-2 CuM. BULL. 900.
46. Treas. Reg. § 1.341-29 (a) (3) (1955).
47. Weil v. Commissioner, 252 F.2d 805 (2d Cir. 1958).
48. Burge v. Commissioner, 253 F.2d 765 (4th Cir. 1958); Glickman v. Commissioner, 256
F.2d 108 (2d Cir. 1958).
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Florida real estate.4 9 However, the government has appealed this
decision.
The confusion surrounding the application of the collapsible corporation provisions naturally leads to the question of what methods
of escape there are from the ordinary income tax treatment provided
under section 341. A list of defenses may be helpful. However,
the length of the following list is no indication of the ease of escape.
(a)
The statute is generally considered inapplicable to publicly
held companies. This is based upon the concept that the "requisite
view" can hardly be said to exist.
(b)
The tax is inapplicable where the taxpayer disproves that
the intent to "collapse" existed. 50
(c)
The tax may be inapplicable by reason of the fact that the
property has been held for more than three years and, therefore, does
not fit the definition of a "collapsible asset." However, this threeyear rule is subject to the limitations previously discussed.5 '
(d)
The tax is not applicable with respect to the gain of 52
a
shareholder who owns not more than five per cent of the stock.
However, in determining the ownership of stock, attention must be
given to rules for attribution of ownership of stock held by related
parties.5 3 The attribution rules for this purpose are those applicable
to personal holding companies, but with an even broader rule requiring attribution not only between brothers, but also between brothersin-law, sisters-in-law, sons-in-law, and daughters-in-law.
(e)
The tax is inapplicable if less than seventy per cent of the
gain is attributable to collapsible assets. 54 This provision is likely to
be the most helpful since it may be applied on a mechanical basis.55
However, the regulations of the Treasury Department are designed
49. James B. Kelley, 32 T.C. No. 11 (Apr. 17, 1959), appeal filed by govt, 5th Cir., Aug.
31, 1959. The Tax Court cited with approval Levenson v. United States, 157 F. Supp. 244
(N.D. Ala. 1957), holding, in the alternative, that 51.37% realization was sufficient, and indicating disagreement with Abbott v. Commissioner, 258 F.2d 537 (3d Cir. 1958), in which
the court refused to pass on a 10.84% realization on the ground that the crucial question was
whether the profit to be realized after collapse was substantial.
50. Rev. Rul. 244, 1956-1 CUM. BuLL. 176 (liquidation for bona fide business reasons
where inventory is normal). But the statute is applicable even though the corporation continues in existence and is not temporary. Glickman v. Commissioner, 256 F.2d 108 (2d Cir.
1958); Burge v. Commissioner, 253 F.2d 765 (4th Cir. 1958); Rev. Rul. 575, 1957-2 CuM.
BULL. 236 (sale of houses under Wherry Housing Program); but see Lewis S. Jacobson, 32
T.C. No. 77 (July 14, 1959) (intent not disproved by cracks developed in buildings).
51. See discussion of the three-year rule pp. 239-40 supra.
52. INT. REV. CODE OF 1954, § 341(d) (1).
53. Buder v. Patterson, 148 F. Supp. 197 (N.D. Ala. 1957); Lewis S. Jacobson, 32 T.C. No.
77 (July 14, 1959).
54. INT. REv. CODE OF 1954, § 341(d) (2).
55. But see Erwin Gerber, 32 T.C. No. 115 (Sept. 18, 1959) (70% rule held not applicable). Problems of valuation and allocation may create difficulties under the 70% test.
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to minimize the application of this test by allocating the gain first to
collapsible assets.56
(f) The tax is not applicable where the stockholder has held
his stock for more than three years after completion of construction,
production, manufacture, or purchase of the property, or where the
stock has been held for a lesser period but the gain realized is attributable to property with a holding period to the corporation of
more than three years since the completion of construction, production, manufacture, or purchase.
However, as previously indicated,
the term "construction" is broadly construed and a mere three-year
holding period of stock is not necessarily sufficient.
(g) The "penalty," i.e., ordinary income, under the statute may
be avoided as a result of the interplay with section 337. Section 337
is not applicable if a corporation is a collapsible corporation as defined in section 341 (b). Therefore, if a corporation is a collapsible
corporation, what would otherwise have been a tax-free sale under
section 337 becomes a taxable sale of property by the corporation.
Since the corporation has made a taxable sale, realizes gain, and pays
tax thereon, it cannot be said that the corporation has been availed
of to avoid tax. In such a case the corporation pays a tax, and, upon
the distribution in liquidation, the stockholders pay a second (capital
gains) tax. Thus, in effect, the ordinary income tax that would be
imposed upon the shareholders under the collapsible corporation provisions may be avoided at the expense of a double capital gains tax,5s
which has the net effect of a tax rate of 43.75 per cent.
(h)
The collapsible corporation provisions may be rendered inapplicable by the merger of the corporation into a non-collapsible
corporation, or by some other tax-free exchange of stock of the collapsible corporation into a non-collapsible corporation, which has the
effect of diluting the collapsible assets so that the parent or continuing corporation is not a collapsible corporation.
(i)
The tax may be inapplicable because of one or more of the
new rules for "escape" which have been added to the statute by
amendments enacted in 1958. These amendments are of limited application and are also so complex that their full scope will hardly be
known before the time Congress is likely to modify them into some
more understandable language or concept. But at the present time
it can be said that these new provisions apply to sales of stock to
56.
57.
58.
Tax

Treas. Reg. § 1.341-4(c) (1955).
INT. RE . CODE o1 1954, § 341(d) (3); Rev. Rul. 491, 1957-2 CuM. BuLL. 232.
Rev. Rul. 241, 1958-1 CUM BULL. 129; 686 East Avenue v. United States, 59-2 U.S.
Cas. I 9704 (W.D.N.Y. 1959), holding § 337 inapplicable because the corporation was
"collapsible" (sale of building and liquidation of corporation within 20 months after formadon). But note that § 337 is rendered inapplicable if the corporation is "collapsible" under
5 341(b), even though there may be no tax under § 341(a) by reason of the application of

5 341(d).
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third parties, to liquidations under section 337, and to "one-month"
liquidations. In such cases, in order to obtain the benefit of the new
provisions, it is necessary that a basic requirement be met, namely,
that the unrealized appreciation in ordinary income assets not exceed
fifteen per cent of the net worth of the corporation. Real property
is not included in ordinary income assets if there is a net unrealized
appreciation on such property in the aggregate, unless the stockholder
involved is a dealer in real property. Generally, if a dealer owns
more than twenty per cent of the stock of the corporation, all stockholders are adversely affected; if the dealer owns less than twenty
per cent, then only the dealer is adversely affected. 9
Despite their complexity, the 1958 amendments do indicate that
Congress is concerned over attempts to construe the present law so
as to give it a broader application than was intended. It is hoped
that the Internal Revenue Service and Congress will continue this reexamination in order60 further to clarify the statute, or confine it within reasonable limits.

COLLAPSIBLE PARTNERSHIPS

A new term in the tax treatment of partnerships is "collapsible
partnership." This term is descriptive of certain sales and liquidations of partnership interests which, for the first time, were specifically covered in the Internal Revenue Code of 1954. While the statutory treatment is designed to prevent tax avoidance, as in the case of
collapsible corporations, the treatment of the problem in the partnership area is quite different from that in the corporation area.
In general, the statute treats money or property received by a
partner as ordinary income if such receipt is attributable to a disposition of his interest in certain properties which are called "section
751 assets,"'" and which assets bear a resemblance to the "collapsible
assets" in the case of the corporation. "Section 751 assets" are (a)
unrealized receivables, and (b) substantially appreciated inventory
items. Money or property received for such assets is treated as ordinary income in either of two situations. One situation is the sale of a
partnership interest to a third party.62

The other situation is the

distribution to a partner from the partnership assets, either as a cur59. Except that a 5% or more shareholder who is a dealer will prevent the benefits of the
use of § 333. INT. REV. CODE OF 1954, § 341(e) (3). For an explanation of the 1958
amendment, see How to Handle the 1958 Amendment to Section 341, P-H TAX IDEAS SERvicE 5 8047 (June 30, 1959).
60. But see new proposed legislation in SUBcHAPTER C ADVISORY GROUP TO THE WAYS
AND MEANS COMsITrEE, 86TH CONG., 1ST SEss., REvISED REPORT ON CORPORATE DisTRIBUTIONS AND ADJUSTMENTS 35 (Comm. Print 1958), which in general adopts the approach taken as to "collapsible partnerships" discussed later in this article. For a critique of
the proposed legislation, see Sugarman, Proposed Collapsible Rules, 10 J. TAXATION 273
(1959).
61. INT. REV. CODE OF 1954, § 751(a), (b).
62. INT. REV. CODE OF 1954, § 751(a).
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rent or as a liquidating distribution. In a case where a partner receives less than his share of "section 751 assets," he is treated as in
effect selling a portion of his interest in such assets. Where a partner receives more than his share of "section 751 assets" in such a
distribution, the situation is treated as if there were a sale by the
remaining partners of their interest in a portion of such assets. Accordingly, this treatment is not applicable '0where
each partner retains
63
his pro rata share of "section 751 assets.
Where there is a proportionate distribution of shares of property,
however, certain other rules come into play. Upon subsequent sale
of the property by the partner, he will realize ordinary income if
(1) the sale is of distributed inventory items sold within five years
from the date of the distribution, or (2) the sale is of distributed
unrealized receivables sold at any time following the distribution.64
An important exception to section 751 treatment is that the ordinary income tax treatment does not apply at the time of distribution
to a partner who receives "section 751 assets" which he had contributed to the partnership.65 Moreover, section 751 treatment does
not apply where payments which are treated as distributions of partnership income are made to a retiring partner or his successor in interest. 66
The provisions relating to collapsible partnerships have various
possible applications in the case of real estate situations. The key
provisions are the definitions of "unrealized receivables ' 67 and "substantially appreciated inventory items.16 8 Unrealized receivables do

not include rent or receivables on the sale of property used in the
trade or business. However, the term does include rights to payments for real estate sold where the proceeds are ordinary income
(that is, where the real estate sold was out of inventory).
The term "substantially appreciated inventory items" does not include real estate which is a capital asset; however, it does include real
estate which is inventory to the partnership, or if held by the selling
partner individually would have been inventory in his hands. This
term also includes stock of a collapsible corporation, and, therefore,
where a partnership has stock among its assets, analysis of the collapsible corporation provisions is necessary to determine in turn
whether the collapsible partnership provisions may be applicable upon a sale or distribution.
In determining that inventory items are "substantially appreciINT. Rv. CODE OF 1954, § 751(b); Treas. Reg. §§1.751-1(b) (i), (ii) (1956).
64. INT. REV. CODE OF 1954, § 735 (a). Subsequent collection of receivables will also give

63.

rise to ordinary income to the extent of the excess over basis.

65. INT. REv. CODE OF 1954, § 751(b) (2) (A).

66. Taxable under INT. REV.CODE OF 1954, § 73 6 (a), 751(b) (2) (B).
67. INT. REV.CODE OF 1954, § 751(c).
68. INT. REV. CODE OF 1954, § 751(d).
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ated," two requirements must be met. These are that, in the aggregate, the fair market value of all inventory items must exceed 120
per cent of the adjusted basis of such items to the partnership, and
exceed ten per cent of the fair market value of all partnership property other than money.6 9 The adjusted basis to be used in determining whether fair market value exceeds such adjusted basis to the partnership is not the original cash cost of the property, but includes any
purchase money mortgage assumed or to which the property is subject. However, basis is to be reduced as depreciation is allowed (or
allowable) .7

In the final analysis, the danger of the application of the collapsible partnership provisions in connection with real estate lies primarily in those cases where there has been an appreciation in the real
estate and the partnership is engaged in the sale of real estate, or a
partner is considered to be a dealer in real estate. In these situations, care must be taken by all partners that a sale or liquidation of
a withdrawing partner's interest does not generate unexpected ordinary income.
69. INT.R.

CoDHOp 1954,

70. See generally, 6
1957).

§ 751(d) (1).
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